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the professions. Writers on the new capitalism comment on the
coupling of ingenuity and drive with social conscience. They discuss
HERE IS A GROWING SOCIAL CONSCIOUSNESS IN BUSINESS a n d in

the obligation of business leaders to do more than make a profit, their
obligation to their labor force, to consumers, and to the community
as a whole. Those planning the training of business leaders for the
1980's stress the importance of a liberal education to enable these
future leaders to live more and more in society, and in conformance
with society.
This area of social consciousness, or ethics, is of utmost importance
in the field of taxes. When our society as a whole must shoulder the
huge total tax burden, any shirking by one individual merely transfers
a heavier load to the shoulders of another. President Kennedy expressed this well in his tax message of April 20, 1961:
"One of the major characteristics of our tax system, and
one in which we can take a great deal of pride, is that it
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This article is based on a paper delivered at the
Eleventh Annual University of Denver Tax Institute.
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operates primarily through individual self-assessment. The
integrity of such a system depends upon the continued willingness of the people honestly and accurately to discharge
this annual price of citizenship. To the extent that some
people are dishonest or careless in their dealings with the
government, the majority is forced to carry a heavier tax
burden."
Our Internal Revenue Service is about the same size as that of either
England or Japan. When you consider the populations and revenue
collections of these two countries compared to the United States, it
seems our self-assessment system is working rather well.
Some observers are not so sure. At the 1960 annual meeting of the
American Institute of CPA's, J. A. Livingston, Financial Editor of the
Philadelphia Bulletin, remarked:
"We have spawned a two-toned morality in the United
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States: one for most people, who have no expense account
and no tax cushion; and one for those who have seats of
power in corporations, expense accounts and types of pay
which are legal but outside the spirit of the tax laws.
"The only possible guardians of corporate morality, outside of government, are professional men such as accountants, lawyers, financial analysts, and financial writers, who
meet corporate executives as their peers, and can therefore
influence and criticize them."
There is a growing concern, both in and out of the professions, as
to this question of tax ethics. The American Institute of CPA's has for
the past two years had a Committee on Ethics of Tax Practice studying
the problems in the area. The attorneys have been just as active, and
the volume of writing and speaking in the area has increased tremendously.
On its side, the government has shown increasing concern with
unethical conduct and a marked tendency to increase the responsibility
of tax practitioners. In his paper presented to the New York University
19th Annual Institute on Federal taxation, Jerome R. Miller reported
he had been informed of the indictment of an attorney for errors in
bases for depreciation, resulting in a number of deficiencies of approximately $30 per taxpayer. The government obtained the indictment for willfully aiding and abetting in the preparation of false returns
because the attorney did not take the additional steps the government
deemed necessary to verify the depreciation bases.
The Department of Justice has suggested an accountant may be
guilty of fraud in the preparation of a business return with illegitimate
deductions, although the accountant had no knowledge of the nature
of the deductions and their nature was not likely to be disclosed by the
audit the accountant made. John P. Weitzel, Deputy to the Secretary
of the Treasury, stated in his article entitled "Practice Before the
Treasury," published in the Journal of Accountancy for February
1960:
"A still uncharted area exists when we consider whether
an accountant has a duty to verify facts and figures presented
to him by his clients, even though they may appear to the
accountant to be accurate and reasonable on the face."
Reflecting on these developments, one wonders whether accountants
should prepare business income tax returns without some kind of
22
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review of the books and records. Maybe eventually this will be our
position—it may take a long time, as there are problems of just getting
the volume of returns prepared.
Most important to the tax practitioner, far more important than
avoiding punishment or censure, is his own self-respect. Judge Matthew
W. Hill of the Supreme Court of my own home state of Washington
recently remarked:
"The man who practices his profession with the single
thought of 'What is in it for me?' all too soon finds that there
is very little general satisfaction in it. Rather, give thought
to what principle is involved—how honesty and sincerity can
best serve your cause. Be assured that integrity is more precious than shrewdness, and principle preferable to profit."
Despite the activity in this area of ethics, there are a great many
more questions than there are answers. Those in and out of the professions are slowly groping towards a formulation of standards of
conduct. One big reason is that, as is usual with technical tax problems, the matters are not black or white—they come in all varying
shades of gray. The practitioner is not faced with many problems of
clear omissions of taxable income, or clearly personal or otherwise
nondeductible expenses. If he has one of these, he knows how to
handle it. The much more numerous problems are those of degree.
There may be a question as to whether an item of income or deduction is in the proper year, or is being reported by the correct taxpayer.
There may be expenses that are part business and part personal, and
it is extremely difficult to say there is only one right figure for the
business portion of the expense.
With the government and the professions still seeking answers, I
am not going to attempt to give you answers today. I want to discuss
some of the problems that arise and hope to start you thinking about
them.
Disclosure on returns
Questions of whether to disclose an item on a return, or how to
disclose it, are probably the ethical problems most frequently encountered by the average tax practitioner.
We can start off by saying we cannot mislead the reader of the
return, either by mislabeling facts or by concealing requested facts.
Thus, we cannot hide clearly unallowable items, such as burying revMARCH 1962
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enue stamps on additional stock issued in miscellaneous taxes. I have
heard practitioners say this is all right, because these expenses should
be deductible. I cannot go along with this thinking. We have to practice under the tax laws as they are, not as we think they should be or
wish they were. There is no justification for saying the law or the
administration of the law is unjust, and we can therefore conceal an
item clearly unallowable if found. Of course the law and its administration should be just. Mr. Justice Jackson said in his opinion in
Federal Crop Insurance Corp., 332 US 380:
"It is very well to say that those who deal with the government should turn square corners. But there is no reason
why the square corners should constitute a one-way street."
In the area of furnishing facts, we cannot leave questions on returns
blank because the answers might be embarrassing. Examples are the
questions as to relationship of partners and stockholders on partnership and corporation returns, and recently the questions on all return
forms as to expense accounts.
While we cannot conceal or mislabel an item clearly unallowable
if found, we have no duty to disclose or discuss lines of argument
against a taxpayer's position, if there is some support for the position.
This is where the decisions get difficult—is there support for the taxpayer's position? Assume a construction company client on the completed contract method with contract A very nearly completed in a
52% year, with expectations of the following year being a 30% year.
Can the practitioner go along with deferring the profit on this contract
to the following year? Perhaps there is one, two, or five per cent of
the work yet to do—perhaps there is only inspection, or acceptance, or
a guarantee period, or rework. This is a really gray area. Consistency
seems very important to me here.

Tax accounting is not an exact science
If the company has consistently over the years treated contracts as
completed only on final acceptance of the work, there is considerable
reason for reporting the profit from contract A in the second year. If,
however, the company has consistently reported income from contracts when substantially completed, or has gone back and forth over
the years, I think the practitioner would have to take a harder look
24
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at the present instance. Tax accounting is not an exact science, and
the Internal Revenue Service recognizes this. There are numerous
instances of acceptance by the Service of methods of accounting that
may not be the most technically correct, if the method is reasonable,
is consistently followed, and the taxpayer gives evidence by his consistency of "letting the chips fall where they may," and not merely
shifting back and forth from year to year to save taxes.

A good chance for the practitioner to explore alternatives
Consider the preparation of a corporate return with an extension
of time for filing, when interest to the controlling stockholder has
not been paid within 2Vz months after the close of the taxable year.
On the surface, this seems clear'y unallowable and should not be
claimed on the corporate return. Here is a good chance for the practitioner to explore alternatives. Wasn't the interest constructively received by the individual — in many of these controlling stockholder
situations, the individual would certainly be paid the amount if he
requested it on the last day of the year. Isn't it therefore subject to
his demand, taxable to him and deductible to the corporation? If you
follow this theory and claim it on the corporate return, don't you have
to follow up to see it is reported by the individual? Is there a difference
if the individual is or is not your client?
If a revenue agent examines the I9601 return of the XYZ Corporation, and disallows the president's salary in excess of $25,000 as being
unreasonable, and the client agrees to the additional tax, what is the
practitioner's position in preparing the 1961 corporate return? If the
president actually drew $30,000, can the practitioner claim a deduction for this amount in view of the 1960 revenue agent's examination?
If he does, does he have any responsibility to disclose the examination?
I think the $30,000 salary can be claimed, and there is no responsibility
to say anything about the prior year's examination. The factual circumstances as to reasonableness of salaries may be different, the client
may not have agreed in principle to the disallowance in 1960, but
agreed to the deficiency as a matter of expediency to dispose of the
matter, etc.
We should not be overzealous as tax advisers. Remember, the return
is the client's, and the decision as to what goes on the return is his.
No matter how carefully we explain to our clients the tax risks that
MARCH 1962
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may be involved in an unsettled question, if the transaction is questioned two or three years later, the client tends to be annoyed with us,
and of course if he ultimately loses the sought for benefit, the situation
is even worse. Under these circumstances, it does not seem wise to
take the initiative in pushing clients to the ultimate borderline position.
Liability for filing returns
What responsibility does the practitioner have to inquire into liabilities to various states, and bring these problems up to his client? Norris
Darrell, a senior partner in Sullivan & Cromwell, suggested nearly ten
years ago that an attorney for the estate of a decedent who might have
been domiciled in either Texas or California, but had the majority of
his property in Texas, had a duty to advise raising the question with
California and getting it settled, unless he was convinced himself of
the unreasonableness of any domicile claimed by the State of California. If we follow this line of thinking, what do we do about possible
state income tax liability of corporations operating to a greater or
lesser extent in a number of states? This question is so involved with
Supreme Court decisions, possible legislation, and generally minor
amounts that I suspect the majority of practitioners are ignoring the
whole area unless the states concerned bring it up.
What if a client refuses to file an amended return, a declaration of
estimated tax, or a gift tax return, any one of which is clearly due. Can
we continue to serve such a client? Circular 230 requires only that we
advise the client promptly of his error or omission. I can imagine
situations which we would not consider serious if the client refused to
file a return. For example, a $15 income item might have been omitted,
or the client may have failed to file a gift tax return technically required,
but in any event nontaxable, possibly because of the consent of the
client's spouse to the gift.
In cases where the failure to file the return is serious, I question
whether we should continue to serve the client, regardless of whether
we are subjecting ourselves to penalties, prosecution, etc. This is probably close to a question of pure ethics. Mark Richardson has pointed
out no one is compelled to give tax service to a client, that this is unlike
other professions such as medicine, and sometimes general legal services, and that the right to refuse service brings responsibility for the
services rendered. When we have a question of this kind to consider,
we should take a good look at whether we are jeopardizing our reputation with the Internal Revenue Service by being taken advantage of:
Is our name being bought?
26
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What about an automatic extension of time for filing a corporate
return, prepared by an accountant who has made an audit? If the audit
report shows a provision of $40,000 for 1960 income taxes, can the
accountant sign a Form 7004 indicating zero as the tentative amount
of tax, because the client wants to borrow money from the government
at 6%? I think the answer is "No," that the accountant cannot declare
that the statements are true and correct to the best of his knowledge and
belief under these circumstances.
On the other hand, if this corporation's 1960 return showed a tax
of $200,000, I would consider it proper to file a 1961 declaration of
estimated tax on the $200,000 basis, even though we were estimating
1961 income taxes at $1,000,000. I think the difference is that in the
estimate situation there are still unknowns, and we feel justified in
making an estimate that complies with one of the statutory exemptions
from penalties. In the extension situation, all the facts are in, and I can
see no excuse for deliberately misstating a figure in order to secure an
unauthorized loan.
Duty to inquire
We have a duty to inquire into information submitted to us for the
preparation of tax returns. We cannot ignore our body of knowledge,
either general or specific. Lawyers and accountants are considered
more inquisitive than most individuals, and possessed of greater skill
in eliciting facts. We are quite likely to be held to the exercise of that
greater skill.
If you have any doubts about us being held responsible, consider
the case of Samuel J. Brill, decided by the Third Circuit Court of
Appeals in 1959. Brill, a CPA, was found guilty by a jury of aiding
and abetting the filing of false and fraudulent returns. Brill was the
assistant secretary and a director of the corporation in question. The
specific question was whether Brill had knowledge that repairs on the
homes of the corporate president and his two married daughters and
other obviously personal expenses were being taken as corporate deductions.
For some specific items, we should be satisfied as to any apparent
inconsistencies in a client's data for different years. For example, if
a client reports dividends on 100 shares of a particular stock in 1960,
and gives you a figure equivalent to dividends on only 50 shares in
1961,1 do not see how you can prepare the 1961 return until you are
satisfied 50 shares have been sold or given away, or there is other
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explanation. Here again you run into questions of degree. If a client
has a long list of dividends, and shows $75 from a particular company
in 1960 and $60 in 1961, I do not think you can hold the practitioner
responsible for running down this difference in every instance to see if it
can be explained. Somewhere you run into economic limitations as to
the amount of time which can be spent on the preparation of the return.
If a client sells a security he has held for a number of years, and you
know as part of your general knowledge that the company in question
has paid a number of stock dividends, you have a duty to inquire into
the client's tax basis for the stock, whether it has been properly reduced
for the stock dividends, or whether the stock dividends or rights were
reported as income when received.
If a client includes in his data a contribution to a certain school, and
you know he has a child at this school, you have a duty to satisfy yourself this is really a contribution, and not in part tuition.
Tax planning
In presenting a CPA's view of "Moral Responsibility in Tax Practice" in the April 1959 issue of the Journal of Accountancy, Charles
R. Lees, CPA, did an excellent job of differentiating proper and improper tax planning. He cited the example of a client who told you he
had sold a building at a substantial gain in one year, and you realized
instantly he would be better off from a tax viewpoint to have the gain
in the next year. Improper tax planning, and something we could not
countenance, would be redating the papers involved to put the sale in
the next year. Proper tax planning would be the exploration of alternatives, such as:
1. Can the installment method be used advantageously?
2. Perhaps the client's attorney should review the matter to see as
a legal matter if the sale was actually consummated in the earlier
year.
3. As a final step, rescission of the contract might be possible, if
the buyer would agree.
There are also ethical problems involved in building records for tax
purposes, long before returns are to be filed. The records may influence
how the item is shown on the return, or may be designed to influence
the position of the Internal Revenue Service in considering the particular issue.
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Consider a purchase of a group of assets for a lump sum. In allocating the lump sum, are we justified in allocating a very heavy portion of
the price to depreciable assets, and nothing to goodwill, when all of
our training and judgment tells us a substantial amount was actually
paid for goodwill?
Another big area is motive questions, as unreasonable accumulation
situations, or reorganizations, or contemplation of death, or application
of section 269. In a situation where the question is whether the corporate client is accumulating funds for business purposes or merely to
avoid paying dividends, there is admittedly a fine line between building
a favorable record of the needs for funds as contrasted with creating
of facts from nothing, but I think we must draw that line.
Conclusion
This matter of ethics is one we do not like to spend time on. It is not
productive in the immediate sense, it is difficult, and we do not like to
think of the results of any violations. We must be interested and pursue
the matter in our own professions until rules are established. If we do
not police our own ranks, some governmental agency will step in and
do it to protect the public, as they have in so many other areas.
Of course, the real reason for us to progress in this area of ethics
is the protection of our own integrity in our own state of mind. Remember, it is not as important for us to raise our standards of living
as it is to raise our standards of life.
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